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SPECIAL ACCESS PERFORMANCE DETAIL 

ORE SERVICE 

* For 2001 and 2002, MTTR results were not aggregated for Northeast, Mid Atlantic, and West regions. 
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FORM 10-Q 

UNITED STATES 
SECURITIES AND EXCHANGE COMMISSION 

Washington, D.C. 20549 

(Mark One) 

QU. XTERLJ REPORT PURSUANT TO SECTION 3 OR 15(d) OF THE SECURITIES 
EXCHANGE ACT OF 1934 

For the Quarterly Period Ended June 30,2004 
Or 

c TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES 
EXCHANGE ACT OF 1934 

For the transition period to 

Commission file number 0-15658 

LEVEL 3 COMMUNICATIONS, INC. 
(Exact name of registrant as specified in its charter) 

Delaware 47-0210602 
(State of Incorporation) (I.RS. Employer 

Identification No.) 
80021 

(Zip Code) 
1025 Eldorado Blvd., Broomfield, CO 

(Address of principal executive offices) 
(720) 888-1000 

(Registrant’s telephone number, 
including area code) 

Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of the Securities 
Exchange Act of 1934 during the preceding 12 months (or for such shorter period that the registrant was required to file such 
reports(s)), and (2) has been subject to such filing requirements for the past 90 days. Yes No o 

Indicate by check mark whether the registrant is an accelerated filer (as defined in Rule 12%-2 of the Exchange Act). Yes No o 

The number of shares outstanding of each class of the issuer’s common stock, as of August 2,2004: 

Common Stock: 681,883,986 shares 



LEVEL 3 COMMUNICATIONS, INC. AND SuBSIDlARTEs 
- Consolidated Statements of Operations 

(unaudited) 

(dollars in millions, except per share d8ta) 

Revenue: 
Communications (Note 4) 
Information Services 
Coal Mining 
Total revenue 
Costs and Expenses (exclusive of depreciation and amortization shown separately 
below): 
Cost of revenue: 
Communications 
Information Services 
Coal Mining 
Total cost of revenue 
Depreciation and amortization 
Selling, general and administrative 
Restructuring charges 
Total costs and expenses 

.~ Operating Income (Loss) 
Other Income (Expense): 
Interest income 
Interest expense, net 
Other, net 
Total other income (expense) 
Loss from Continuing Operations Before Income Tax and Change in Accounting 
Principle 
Income Tax Expense 
Loss from Continuing Operations 
Loss from Discontinued Operations 
Net Loss Before Change in Accounting Principle 
Cumulative Effect of Change in Accounting Principle 
Net Loss 
Earnings (Loss) per Share of Level 3 Common Stock (Basic and Diluted): 
Loss from Continuing Operations 
Loss from Discontinued Operations 
Cumulative Effect of Change in Accounting Principle 
Net Loss 

Thme MoDtln Ended sir Months Ended 
June 30, June 30, 

2004 2003 2004 2003 
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See accompanying notes to consolidated financial statements. 
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Reports Communfcafions Revenue of $391 Million 

New VolP Customer Confracts Announced 

lncreases Investment to Supporl New Services 
And Customer Contracts 

Outsfanding Deb? Decreased By $230 MiNion 

BROOMFIELD, Colo., July 28.2004 - Level 3 Communications. Inc. (Nasdaq:LVLT) today announced its second quarter 
resuh. Consolidated revenue was $918 million for the second quarter compared to $899 million for the first quarter 2004. 
Communications revenue was $391 million versus $389 million for the previous quarter, and information services revenue 
was $503 million cornpared to $494 million for the previous quarter. 

The net loss for the second quarter 2004 decreased to $63 million or $0.09 per share compared to a net loss for the 
previous quarterpf $147 million or $0.22 per share. Included in the net loss for the second quarter was a $147 million gain, 
or $0.22 per share. associated with the elimination of $213 million in capital lease obligations due to the termination of a 
vendor contract. Included in the net loss for the previous quarter was a $23 million gain on the sale of the company's 
remaining investment in Commonwealth Telephone Enterprises. Inc. Consolidated Adjusted OIBDA(1) was $94 million in 
the second quarter 2004. which exceeded the projection of $80 million to $90 million and WmDareS to $128 million for the 
previous quarter. 

OVeNkW 
"During the second quarter, we completed the launch of our consumer-oriented VolP services and the expansion of w r  IP 
VPN service,'said James Q. Crowe. CEO of Level 3. W e  also began to sea increasing acceptance of these new services 
in the markelplace along with signifmnt customer interest. In addition, we cwnmenced market trials with potential 
customers and received several contract awards for these new services." 

Second Quarter Financlal Resutts Comnared to Proiectlons (1) 

. .  
p109, 

mmunications Gross Marnin (4) RO% I 

(1) Projections issued April 29,2004 
(2) Communications Services Revenue is GAAP communications revenue minus reciprocal compensation 

(3) Consolidated Adjusted OlBDA excludes $10 million in stock-based compensation expense 
(4) See schedule of n o n - G W  metrics for definition and reconciliation to GAAP measures 
(5) Gross capital expenditures were $66 million for the quarter and accrual reversals were $2 million 

revenue 

Consolidated Cash Flow and Liquidity 
During the second quarter 2004. unlevered cash f l d l )  was $15 million. versus $44 million during the first quarter. 
Consolidated free cash flow for the second quarter was negative $109 million, versus negative $40 million for the previous 
quarter. 

As of June 30.2004. the company had cash and marketable securities of approximately $957 million compared to $1.1 
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billion at March 31, 2004. 

“Our consolidated free cash Row for the second quarter declined primarily due to the timing of certain of our interest 
expense payments and expected increases in capital expenditures associated with new service initiatives and network build- 
out related to previously awarded contracts.” said Sunit Patel, CFO of Level 3. “Additionally, as a result of the acquisition of 
ICGs managed modem business and the termination of certain vendor agreements, we saw an increase in network 
expenses related to the integration of the ICG and Allegiance dial-up networks. We expect to see the benefits of these 
expenditures in future pericds.” 

Communications Business 
Revenue 
Communicatiis revenue fw the second quarter 2004 was $391 million, versus $389 million for the previous quarter. Total 
communications revenue for the second quarter consisted of $365 million of communications sewices revenue and $26 
million of reciprocal compensation revenue, compared to $386 million and $23 million in the first quarter. 

Included in communications services revenue was $2 million and $7 million of settlement and termination revenue for the 
second and first quarters, respectively. Communications services revenue. excluding settlement and termination revenue, 
increased by $4 million quarter over quarter. 

This increase is primarily due to additional managed modem revenue from the ICG acquisition completed during the second 
quarter, partially offset by expected declines in the company’s existing managed modem business. 

The communications deferred revenue balance increased by $2 milion dwing the quarter. 

Cost of Revanue 
Communications cost of revenue for the second quarter was $119 million versus $81 million for the previous quarter. 
Communications gross margin(1) was 70 percent for the second quarter compared to 79 percent in the first quarter. 
Communications cost of revenue increased in the second quarter primarily due to expected increases in network expenses 
associated with the ICG acquisition, and the termination and renegotiation of venhr agreements with Allegiance and KMC 
Telecom. In addiion. the completion ofthe Genuity migration in the second quarter resulted in higher than expected 
network expenses in the second quarter. The Genuity integration is n w  substantially complete and as a result. no 
additional expenses associated with this aquisition are expected. 

As a result of the contract termination with Allegiance. the company assumed a network contract oblition wilh KMC. This 
umtract was subsequently renegotiated in the second quarter, which resulted in a payment obligation of $10 million to 
KMC. This obligation is being paid over the course of 2004. and recognized as cost of revenue. As a resuit of this 
renegotiation. the company expects to migrate this tramc to its network by the end ofthe year, with corresponding 
improvements in gross margin. 

While the ICG, Allegiance and KMC transactions have a short-term negative effect on gross margins and result in the use 
of cash, we believe the longer-term benefits from these transactions will be substantial,” said Kevin OHara. president and 
COO of Level 3. W e  have successfully begun the network migration for the prevbudy announced ICG and Allegiance 
transactions, and expect to complete these activities over the balance of the year. 

Selling. General and Administrative Expenses (SOU] 
Communications SGBA expenses ware $202 million for the second quarter. versus $201 million for the previous quarter. 
For both periods, communications S G M  expenses indude $9 million of non-cash stock compensation expense. 

The total number of employees in the communications business increased to approximately 3,500 during the second 
quarter from approximately 3.380 in the first quarter. 

Adjusted 0p.ratIng Income B&n Depmlation and Amortlution (OIBDA) 
Adjusted OIBDAd) for the communications business decreased to $79 million for the second quarter from $1 16 million for 
the previoVs quarter. Communications Adjusted OIBDA margin(‘) was 20 penent for the second quarter versus 30 percent 
in the previws quarter. This decrease in Communications Adjusted OIBDA was primarily the result of the expeaed 
increase in nehvork expenses as previously described. 

Communications Adjusted OIBDA for the second and first quarter excludes $9 million in noncash stock compensation 
expense. 

Information S.rvlces Buslmu 
Results for the information services business include the Software Spectrum and (i)Structure subsidiaries. 

Revenue and Adjusted Operating Incomo kbn Dopnclatlon and AmMUutlon (OIBDA) 
Information services revenue was $503 million for the SECOKi quarter. This compares to revenue of $494 million for the 
previous quarter, which included $4 million of termination revenue at (i)Structure. and $491 million for the same period last 
year. 

Adjusted OIBDA(11 forthe information services business was $11 million for the second quarter, which excludes $1 million 
in non-cash stock compensation expense, compared to $1 1 million for the previous quarter, which induded $2 million in 
restructuring charges. 

“I am pleased with the second quarter performance of the information services business.’ said Charles C. Miller, Vice 

hnp~I-w.lcve~.sanJpresJIZ212.Mml(Z of 5)lOIl2RW I 1  A626 A M  
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chairman of Level 3. The strong revenue performance of wr information services business reflects the continued strength 
in the global software market and the benefit of normal seasonal effects. Additionally. our improving margins are a 
testament to the success of our ongoing cost optimization efforts, which we began last year." 

The total number of employees in the information services business decreased to approximately 1,300 at the end of the 
second quarter from approximately 1,310 at the end of the previous quarter. 

Other Buslnerses 
The company's other businesses consist primarily of coal mining operations. 

Revenue and AdJusted OlBDA 
Revenue and Adjusted OlBDA(1) from other businesses were $24 million and $4 million in the second quarter compared to 
$16 million and $1 million for the previous quarter. 

Debt Reduction 
As a result of the company's termination of its vendor agreement with Allegiance and principal payments on capital leases 
during the second quarter. capital lease obligations decreased by approximately $245 million during the second quarter. 

New Customer Aanernmts and Se rviw o f f e ~  
'Level 3 has been focused on the successful launch of several new service offerings in 2004, particularly VolP and IP- 
based data networking services. which leverage w r  existing network and increase our addressable market," said OHara. "I 
am pleased that during the sewnd quarter. we began to see early customer acceptance. revenue growth and 
cwresponding network usage increases from these new services. 

The company has recently announced new customer agreements with AOL's Moviefone, Intelsat. Net2Phone. Skype. 
Tiscali. Teliris and 8x8. The company has seen substantial activity induding market trials and centrad awards with cable 
companies, local exchange carriers. long-haul carriers. systems integrators, ISPs. VARs and enhanced service providers. 
While these contracts were not individually disclased at the request of the customer. they collectively represent significant 
opportunities over time." 

'Our customers are choosing Level 3 as a provider of VolP sewics because of our extensive local infrastructure, our IP 
network coverage and our softswitch leadership," said OHara. We are pleased that two of our VolP services. (3)VolPsM 
Local Inbound and (3)TonesM Business, received notable industry awards this quarter that underscore w r  d e  as a 
recognized leader in VolP innovation and network design." 

Softswitch Services 
During the quarter, the company announced two new consumer VolP services aimed at cable operators. enhanced service 
providers. IS&, lXCs and others who provide residential voice services to end-users. 

(3)VolP EnhanwdsM Local service is targeted towards customers who currently operate their own switching infrastructure. 
but want to deploy residential voice services cost effectively with minimal involvement in local interconnection issues. 

The service gives VolP providers the flexibility to select from a number of functionalities. induding: local and long distance 
d i n g .  access to the traditional telephone network (PSTN). local phone numbers. operator assistance. directow listings, 
E91 1 emergency and local number portability. 

HomeToneSM is a tumkey VolP residential service offering local and long distance capabilities. Along with the features of (3) 
VolP Enhanced Local service, HomeTone service also indudes additional features such as voice mail, call waiting. caller 
ID, three-way conferencing. and end-user Web-based amount management. 

IP a Data serviws 
During the second quarter. the company expanded its offering of data networking services, including (3)FlexsM Nehvork IP 
VPN. to channel partners and value added resellers in the U.S. and Eumpe. Additionally. Level 3 expanded its wide-area 
Ethernet. ATM and Frame Relay data networking offerings by adding new lower speed data services. 

Business Outlook 
Revmue 
"Given our performance for the year so far and the progress we have made in launching our new services. we are wnfident 
that we can meet or exceed our previously issued projection for communications revenue, excluding termination revenue. of 
a high singlediiit percent dedine In 2004 versus 2003." said C m e .  

Adlusted OIBDA 
We are reaffirming our previously issued projection for Consolidated Adjusted OIBDA for 2004. This projection was that 
2004 Consolidated Adjusted OIBDA. excluding termination and settlement revenue, will be consistant with 2003. 

"As a result of slightly higher than expeded network expenses from the ICG and Allegiance transactions, as well as the 
additional expenses associated with the KMC transadion that was completed during the quarter, and an acceleration ofthe 
timing of all three integrations. we expect Communications Adjusted OlBDA margins for the full year 2004 to be in the mid- 
20 percent range, a reduction versus our previwsly issued projections of high-20 percent range." 

"While these managed modem transactions put short-term pressure on our communications margins. the longer-term 
benefits of improved cash flow. network reliability and customer service that will result fmm the migratbn of this tratiic onto 
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